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as the investigation is unresolved, un-
less HUD determines that the inves-
tigation is minor in nature; that is, the 
investigation is unlikely to result in 
substantial liabilities or to otherwise 
substantially harm the creditworthi-
ness of the hospital. 

§ 242.13 Parents and affiliates. 
As a condition of issuing a commit-

ment, HUD may require corporate par-
ents, affiliates, or principals of the pro-
posed mortgagor to provide assurances, 
guarantees, or collateral to protect 
HUD’s interests. The Commissioner 
may also require financial and oper-
ational information on the parent, 
other businesses owned by the parent, 
or affiliates of the proposed mortgagor 
and may also require a parent or affil-
iate to be regulated by HUD as to cer-
tain actions that could impact on the 
insurance of a mortgage loan for the 
benefit of the hospital. 

§ 242.14 Mortgage reserve fund. 
As a condition of issuing a commit-

ment, HUD shall require establishment 
of a Mortgage Reserve Fund (MRF). 
The mortgagor shall be required to 
make contributions to the MRF such 
that, with fund earnings, the MRF will 
build to one year of debt service at 5 
years following commencement of am-
ortization, increasing thereafter to 2 
years of debt service on and after 10 
years following commencement of am-
ortization according to a schedule es-
tablished by HUD, unless HUD deter-
mines that a different schedule of con-
tributions is appropriate based on the 
mortgagor’s risk profile, reimburse-
ment structure, or other characteris-
tics. In particular, hospitals that re-
ceive cost-based reimbursement may 
be required to have MRFs that build to 
more than 2 years of debt service. Ex-
penditures from the fund are made at 
HUD’s sole discretion or in accordance 
with the mortgagor’s MRF Schedule. 
Upon termination of insurance, the 
balance of the MRF shall be returned 
to the mortgagor, provided that all ob-
ligations to HUD have been met. 

§ 242.15 Limitation on refinancing ex-
isting indebtedness. 

Some existing capital debt may be 
refinanced with the proceeds of a sec-

tion 242 insured loan; however, the 
hard costs of construction and equip-
ment must represent at least 20 per-
cent of the total mortgage amount. 

Subpart B—Application 
Procedures and Commitments 

§ 242.16 Applications. 
(a) Application process—(1) Market 

need. The approval process entails a de-
termination of the market need of the 
proposal and stresses, on a market- 
wide basis, the impact of the proposed 
facility on, and its relationship to, 
other health care facilities and services 
(particularly other hospitals with 
mortgages insured under this part and 
hospitals that have a disproportionate 
share of Medicaid and uninsured pa-
tients or provide a substantial amount 
of charity care); the number and per-
centage of any excess beds; and demo-
graphic projections. Generally, Section 
242 insurance may support start-up 
hospitals or major expansions of exist-
ing hospitals only if existing hospital 
capacity or services are clearly not 
adequate to meet the needs of the pop-
ulation in the service area. 

(i) If the state has an official proce-
dure for determining need for hos-
pitals, HUD shall require that such 
procedure be followed before the appli-
cation for insurance is submitted, and 
that the application document that 
need has also been established under 
that procedure. 

(ii) The following factors are relevant 
in evaluating market need for the 
project and should be addressed, as ap-
plicable, in the study of market need 
and feasibility submitted with the ap-
plication. Because each hospital pre-
sents a unique situation, there is no 
formula or cutoff level that applies to 
all applications: 

(A) Service area definition; 
(B) Existing or proposed hospital; 
(C) Designation as sole community 

provider, Critical Access Hospital, or 
rural referral center; 

(D) Community-wide use rates (dis-
charges and days/1000); 

(E) Statewide use rates (for 
benchmarking purposes); 

(F) Current population and 5-year 
projection by age cohort; 

(G) Staffed versus licensed beds; 
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(H) Applicant hospital’s occupancy 
rate; 

(I) Competitors’ occupancy rates; 
(J) Outpatient volume; 
(K) Availability of emergency serv-

ices; 
(L) Teaching hospital status; 
(M) Services offered by hospitals in 

the service area; 
(N) Migration of patients out of the 

service area; 
(O) Planned construction at other fa-

cilities in the region; 
(P) Historical market share by major 

service category; 
(Q) Disproportionate Share Hospital 

designation; and 
(R) Distance to other hospitals. 
(2) Operating margin and debt service 

coverage ratio. (i) Hospitals with an ag-
gregate operating margin of less than 
0.00 when calculated from the three 
most recent annual audited financial 
statements are not eligible for Section 
242 insurance, unless HUD determines, 
based on the financial data in those 
statements, that the hospital has 
achieved a financial turnaround result-
ing in a positive operating margin in 
the most recent year, calculated using 
classifications of items as operating or 
non-operating in accordance with guid-
ance that shall be provided in written 
directives by HUD. In any event, HUD 
shall not issue an insurance commit-
ment for any hospital in a turnaround 
situation that has not achieved 2 con-
secutive years of positive operating 
margin immediately prior to issuance 
of the commitment. 

(ii) Hospitals with an average debt 
service coverage ratio of less than 1.25 
in the 3 most recent audited years are 
not eligible for Section 242 insurance, 
unless HUD determines, based on the 
audited financial data, that the hos-
pital has achieved a financial turn-
around resulting in a debt service cov-
erage ratio of at least 1.40 in the most 
recent year. In cases of refinancing at 
a lower interest rate, HUD may author-
ize the use of the projected debt service 
requirement in lieu of the historical 
debt in calculating the debt service 
coverage ratios for each of the prior 3 
years. In cases where HUD authorizes 
the use of the projected debt service re-
quirement in lieu of the historical debt 
to determine the debt service coverage 

ratio, hospitals must have an average 
debt service coverage ratio of 1.40 or 
greater. 

(3) Financial feasibility. The approval 
process entails a determination of the 
financial feasibility of the proposal, 
i.e., a determination that it is probable 
that the proposed mortgagor will be 
able to meet its debt service require-
ments during the period projected. It 
includes analysis of the reimbursement 
structure of the proposed hospital (in-
cluding patient/payer mix); actions of 
competitors; and the probable pro-
jected impact on the proposed hospital 
of general health care system trends, 
such as the development of alternative 
health care delivery systems and new 
reimbursement methods. In addition to 
historical operating margin, deter-
mination of financial feasibility in-
cludes, but is not limited to, evalua-
tion of the following factors, which the 
application must address and which 
HUD will review: 

(i) Current and projected gains from 
operations and a manageable debt load 
using reasonable assumptions; 

(ii) Current debt service coverage 
ratio of 1.25 or higher and projected 
debt service coverage ratio of 1.40 or 
higher; 

(iii) Cushion in the balance sheet suf-
ficient to demonstrate the ability to 
withstand short periods of net oper-
ating losses without jeopardizing finan-
cial viability; 

(iv) Patient utilization forecasts (in-
cluding average length of stay, case in-
tensity, discharges, area-wide use 
rates) that are consistent with the hos-
pital’s historical trends, future service 
mix, market trends, population fore-
casts, and business climate; 

(v) The hospital’s demonstrated abil-
ity to position itself to compete in its 
marketplace; 

(vi) Organizational affiliations or re-
lationships that help optimize finan-
cial, clinical, and operational perform-
ance; 

(vii) Management’s demonstrated 
ability to operate effectively and effi-
ciently, and to develop effective strate-
gies for addressing problem areas; 

(viii) Systems in place to monitor 
hospital operations, revenues, and 
costs accurately and in a timely man-
ner; 
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(ix) A Board that is appropriately 
constituted and provides effective over-
sight; 

(x) Required licensures and approv-
als; and 

(xi) Favorable ratings from the Joint 
Commission on Accreditation of 
Healthcare Organizations or other or-
ganizations acceptable to HUD. 

(4) Preliminary Review. A Preliminary 
Review is a general overview of the ac-
ceptability of a potential mortgagor 
performed at the request of a hospital, 
a financial consultant representing a 
hospital, or a lender, to identify any 
factors that would likely cause an ap-
plication to be rejected, should an ap-
plication be submitted. 

(i) The purpose of the preliminary re-
view is for HUD to identify any obvious 
factors that would cause an application 
to be rejected, before the potential 
mortgagor or mortgagee expends re-
sources to prepare one. The hospital, fi-
nancial consultant, or lender shall sub-
mit a preliminary information package 
to HUD that provides evidence of stat-
utory eligibility, market need, finan-
cial strength, and such other docu-
mentation as HUD may require. The 
scope of the preliminary review does 
not include approval of any specific 
site in the community. 

(ii) If HUD identifies factors that 
would cause an application to be re-
jected, HUD shall issue a Preliminary 
Review Letter notifying the potential 
applicant that an application for mort-
gage insurance would probably not be 
successful and providing the reasons 
for this decision. Also, no further re-
quest from the proposed applicant for a 
Preliminary Review shall be enter-
tained for a period of one year from the 
date of HUD’s notification. HUD may 
grant an exception to this one-year 
limitation if, during the year, there is 
a major change in the circumstances 
that caused HUD to determine that the 
project would be rejected. For example, 
if the sole reason for HUD’s determina-
tion was the hospital’s failure to meet 
the historical operating margin test, 
and a new audited annual financial 
statement contains results that would 
cause the hospital to meet the test, 
then the lender may request a new Pre-
liminary Review within one year of 
HUD’s notification. 

(iii) If HUD does not identify any fac-
tors that would cause an application to 
be rejected, HUD shall issue a Prelimi-
nary Review Letter advising the poten-
tial applicant that there appears to be 
no bar to the applicant’s proceeding to 
the next step in the application proc-
ess, provided that if a complete appli-
cation is not received by HUD within 
one year following the date of HUD’s 
letter, another Preliminary Review 
may be required, at HUD’s discretion, 
before the application process may pro-
ceed. 

(iv) The Commissioner’s determina-
tion in the preliminary review phase 
that no factors have been identified 
that would cause an application to be 
rejected shall in no way be construed 
as an indication that a subsequent ap-
plication will be approved. 

(5) Preapplication meeting. The next 
step in the application process is the 
preapplication meeting. At HUD’s dis-
cretion, this meeting may be held at 
HUD Headquarters in Washington, DC, 
or at another site agreeable to HUD 
and the potential applicant. The 
preapplication meeting is an oppor-
tunity for the potential mortgagor to 
summarize the proposed project, for 
HUD to summarize the application 
process, and for issues that could affect 
the eligibility or underwriting of the 
project to be identified and discussed 
to the extent possible. Following the 
meeting, HUD may: 

(i) Advise the potential applicant 
that there appears to be no bar to sub-
mitting an application for mortgage 
insurance; or 

(ii) Identify issues that must be re-
solved before a full application should 
be submitted for processing. 

(b) Application contents. The applica-
tion for mortgage insurance shall in-
clude exhibits that follow such guid-
ance as to content and format that 
HUD shall provide from time to time. 
The application shall include: 

(1) A description of the proposed 
sources and uses of funds; 

(2) A description of the mortgagor en-
tity, its ownership structure, and its 
directors and managers; 

(3) A description of the project, the 
business plan of the hospital, and how 
the project will further that plan; 
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(4) Historical audited financial state-
ments and interim year-to-date finan-
cial results (for existing hospitals); 

(5) A study of market need and finan-
cial feasibility, addressing the factors 
listed in paragraphs (a)(1)(ii), (a)(2), 
and (a)(3) of this section, with assump-
tions and financial forecast clearly pre-
sented, and prepared by a certified ac-
counting firm acceptable to HUD; 

(6) Architectural plans and specifica-
tions in sufficient detail to enable a 
reasonable estimate of cost; 

(7) Evidence that the hospital will be 
located in a state or political subdivi-
sion of a state with reasonable min-
imum standards of licensure and meth-
ods of operation for hospitals and satis-
factory assurance that such standards 
will be applied and enforced with re-
spect to the hospital; 

(8) If the state has an official proce-
dure for determining need for hos-
pitals, evidence that such procedure 
has been followed and that need has 
been established under that procedure; 

(9) A Phase I environmental report; 
and 

(10) Such other exhibits as HUD shall 
require based upon the facts pertaining 
to the particular case. 

(c) Fee. An application fee of $1.50 per 
thousand dollars of the amount of the 
loan to be insured shall be paid to HUD 
at the time the application is sub-
mitted to HUD for approval. 

(d) Filing of application. An applica-
tion for insurance of a mortgage on a 
project shall be submitted on an ap-
proved FHA form by an approved mort-
gagee and by the sponsors of such 
project to the FHA Office of Insured 
Health Care Facilities. 

(e) Complete application. Only tech-
nically complete applications will be 
processed. Partial applications cannot 
be processed. Upon determination that 
an application is complete, HUD shall 
issue a Completeness Letter to the ap-
plicant stating that the application is 
complete. 

(f) Application review. Upon receipt of 
a complete application, HUD shall 
evaluate the application to determine 
if eligibility, market need, financial 
feasibility, and compliance with appli-
cable regulations (including but not 
limited to federal environmental regu-
lations, wage rate regulations, and 

health care regulations) have been 
demonstrated, and to evaluate any 
other factors, including but not limited 
to risk to the Insurance Fund, that 
should be considered in determining if 
the application for mortgage insurance 
should be approved. As a part of this 
review, HUD may solicit the advice of 
private consultants and expert staff in 
the Department of Health and Human 
Services and other federal agencies. 
Based on review of the complete appli-
cation, HUD may request additional in-
formation from the applicant. The 
timeliness of the applicant’s submis-
sion of the additional information may 
affect the approval or disapproval of 
the application. The Commissioner’s 
decision shall be communicated in the 
form of a Commitment Letter or a Re-
jection Letter. HUD will not issue a 
Commitment Letter until HUD com-
pletes the environmental review under 
24 CFR 242.79. 

§ 242.17 Commitments. 

(a) Issuance of commitment. Upon ap-
proval of an application for insurance, 
a commitment shall be issued by HUD 
setting forth the terms and conditions 
under which an insurance endorsement 
shall be issued for the hospital. The 
commitment shall include the fol-
lowing: 

(1) A commitment for insurance of 
advances reflecting the mortgage 
amount, interest rate, mortgage term, 
date of commencement of amortiza-
tion, and other requirements per-
taining to the mortgage and construc-
tion project; 

(2) HUD’s computation of the replace-
ment cost and maximum insurable 
mortgage amount; 

(3) Financial requirements for clos-
ing; 

(4) Approval covenants, including any 
special conditions that must be satis-
fied prior to initial endorsement; 

(5) Mortgage Reserve Fund Agree-
ment. 

(b) Type of commitment. The commit-
ment will provide for the insurance of 
advances of mortgage funds during con-
struction. 

(c) Term of commitment. (1) The initial 
commitment shall be issued for a pe-
riod of 90 days. 
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